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ABSTRACT. SMEs has performed an unparalleled role in coming to the Nigeria economic growth 
and assist as a training ground for entrepreneurs and a provider of solutions to address the 
challenges of unemployment in all consuming labours and promoting marketing growth. An 
opportunity for the wholesome advancement of SMEs in Nigeria was in connection to the sea 
change and growth policy as a consequence of the rapid advancement of the global economic 
system. But with the world economic unification, SMEs business environment is facing tremendous 
changes and more intense competition. Hence, the reason for this study is to confront the sources of 
SME firm financing, conceptualise its financial challenges and source causes with objectives to 
exploit the increase and advancement of SMEs prospectively. 
1. INTRODUCTION 
Small and medium enterprise sector growth performance is essential to the nation 
performance. The vast majority of businesses globally are SMEs and functions a tract for 
entrepreneurs and a source of resolution to cope with the unemployment issue in all consuming 
labours and promoting marketing growth. The importance of SMEs in the evolution of economic, 
reduction in poverty, increase in value added, innovation, job creation, and boost in social position 
and standard is globally proven and acknowledged in emerging as well as in developed economies 
[1]. Accordingly, SMEs  have been recognised to have a prodigious capacity for tenable 
development [2]. The surfeit of the employee’s manpower from the larger corporation had the 
capacity be restored back to the employment, mainly through the growth of SMEs.  To maximise 
performance, firms rely upon a range of sources of finance [3]. Resources and strategic choices as 
internal factors, and carrying capacity of the environment or compete as external factors, affects 
firm performance. The resource-based view of the firm proposed that competitive advantage arises 
from the ownership and deployment of resources that are in some way superior to those of its 
competitors. Accessing financing has been accentuated as the foremost constraints poignant the 
performance and development of small business in Africa. According to Fadahunsi [4] due to a 
shortage of financing provision and entrepreneurial skills, there is a high mortality rate of SMEs in 
Africa. 
Financing, according to Mukhtar [5] is a precondition to the performance of enterprises. 
Hence, far, Nigeria has a great number of SMEs, playing a substantial part of the economic system. 
There are many different ways firms ﬁnancing their operations and growth. Their ﬁnancing 
alternatives are determined by the predilections of each ﬁrms entrepreneurs and, more essential, by 
the options that are reachable to them. However, in achieving growth, they try to overcome various 
challenges. According to Beck and Demirguc-Kunt [6], SME firms’ still experiences various 
difficulties boosting developmental growth, particularly in financing. This study essentially 
considers its financing difficulties from the area of financing provision sources, which is of 
outstanding import for the SMEs firm performance and improve Nigeria economy.  
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2. LITERATURE REVIEW 
2.1 SME Definition  
A critique of the literature on SMEs indicates that the definition of SMEs considerably differ 
from nation to country count on elements such as the country‘s; number of employees, the value of 
fixed assets, production capability, basic characteristics of the inputs, applied technology, and the 
essential challenges experienced by SMEs [7, 8]. On this certitude, it is very arduous of comparing 
SMEs among different nations. From the angle of the employee size, as their distinctive criteria for 
defining SMEs, scholars and other concerned parties have used distinct touchstone to operationalise 
the small business. SMEs in Nigeria is defined according to firm employment size and turnover 
base.  
 
3. SME FIRM AND SOURCES OF FINANCING  
According to Shepherd [9], credit decides access to all or any of the resources that SMEs 
owners/manager rely upon. It is a supply of funds to SMEs that may be used in the production and 
sustaining a firm competitive advantage process [10]. The need for financing in SMEs might 
emerge from four causes. Firstly is the need for start –up capital to assist in the formation of a new 
venture. Adopted by the necessity to finance business expansion through the leverage of new 
buildings, plants or machinery, finance working capital and trade debtors. Capital likewise may be 
needed for carrying over the extant line of work as an expansion strategy. Moreover, is when a 
venture capital is required to finance innovation. This requirement might occur independently or to 
coincide with the above-mentioned occasion. This type of financing is called risk capital, bears a 
significant degree of risk attached; so, it usually takes a great reward. Finally, is to adapt the 
existing financial structure of the business via changes in the remainder of equity to debt or the ratio 
of long to short-term debt. Capital is one among the means for enterprises to get financing 
provision. This paper categorise financing, according to its sources.  
 
3.1 Internal and External Sources 
Internal financing is classified as a means of enterprises used own fund together with plowback 
and depreciation, that is an important aspect of the continuation and growth of the business venture. 
Predominantly, an important first choice to source capital is via internal financing. Previous 
researchers, scholars and practitioners, Gélinas [11]; Ojo [12]; Pretorius and Shaw [13] identified 
two underlying financing conception of SMEs, the internal and external financing.  Business 
financing can come either from internal or external sources [3, 11, 13]. Yet, a lot profitable SMEs 
makes used of financial institutions, individual investors, venture capital, and crowdfunding as 
external sources of financing and then make out fewer successful firms. According to Fischer and 
Reuber [14] external resource providers are a central component for rapid development. Carpenter 
and Petersen [15] find that SMEs use a more internal sources of financing and this constrained their 
performance.  
Steel, et al. [16] posits that informal finance as all financial transactions that take position outside 
the operational range of various country's banking and other financial laws that cover a good 
assortment of financial activities whose scope of operations could take issue from country to 
country. Access to financing is the major determinant of business start-up and performance of 
SMEs.  
 
3.2 Formal Source of financing  
Commercial banks, merchant banks, and development banks are the established sources and 
provider of formal funding for SMEs. This set as a financial organisation with the purpose of profit 
acquisition, run by the states or independent capitalist. In an attempt to get this core purpose of 
banks, a number of functions were performed. One of the actions is the upset of the adoption of 
deposit as a credit to entrepreneurs and businessmen for productive uses. The financial scheme in 
Nigeria is not in short supply of liquidity, but banks have been very loth to give loans to SMEs, 
which they see as a high risk sector.  It is mentioned that the bank credit is important for the take-
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off and efficient operation of any commercial enterprise. Such an enterprise may be in any form or 
size. It is equally required to coordinate other factors of production besides the initial demand for 
capital for investment purposes. Bank credit influences SME firm performance positively which 
transmit to the tier of economic activity in the state. Likewise is capable of deciding what is to be 
produced, for whom and how to be produced and even at what price the good or services is failing 
to be available to consumers. For instance, a study found in Ghana and Kenya, banks curb 
themselves to overdrafts and to medium-term bank loans. Besides, both types of credits were not 
granted without collateral. Consequently, financing provision through banks is largely confined to 
medium and large firms with secure collateral [17]. Over the years, the ratios of commercial bank 
loans to SMEs total credit have continued to decline almost uncontrollably. Hence, the need for a 
financing option of SMEs in the country which is readily obtained in the non-financial institutions. 
 
3.3 Informal sources of financing 
Informal source of financing refers to the financial transactions that occur outside official 
financial institutions. These transactions are not regulated by governmental authorities. It is 
important to note that the definition of informal financial transactions has nothing to do with 
legality issues. Unlike formal institutions, such transactions rarely use legal documentation or the 
legal system to enforce contracts. Steel et al. [16] attempts an all-embracing working definition of 
informal finance as ‘all financial transactions that take place outside the functional scope of 
various countries banking and other financial regulations that include a wide range of financial 
activities whose scope of operations may differ from country to country’. According to Pagura and 
Kirsten [18]  informal financial transactions can be legal such as borrowing from family members 
or can be forbidden by the law such as moneylender activities as in many countries. 
Informal credit sources are heterogeneous, such as loans from money lenders, traders, families 
and friends, so on, account for between one-third and three-quarters of total credit in Asia [19-21]. 
The informal financial institutions exhibit different characteristics. Some of their common 
characteristics can be summarised as: dependence mostly on relationships and social networks, 
different interest rates from formal interest rates, generally small and short-term loans, small or no 
collateral, no regulation, no registry, and no deposit insurance. 
The promotion and development of informal financial institutions were to checkmate the 
inefficiencies that were observed in the formal financial institutions. Borrowers in informal 
financial markets are generally the agents who have difficulty accessing finance or excluded from 
formal financial services, mostly SMEs and poor households, informal businesses, or borrowers in 
those rural areas are located far from formal creditors, people who are not able to meet collateral 
requirements. In this sense, the existence of informal financial markets is attributed to credit 
rationing or in a broader sense to credit constraint phenomena. 
Previous empirical studies show that, despite financial liberalisation efforts and regulations, 
informal credits still constitute a large proportion of credits, especially that are provided to SMEs. 
Tsai [22] indicated that there is still extensive of informal financial institutions in China and India in 
spite of authorities’ heavy control and regulations. He further indicated that the meagre provision of 
bank credit, limits in governmental capacity to enact its policies, the political and economic division 
of the local market, and the institutional failings of many microfinance programmes as the genes 
that contribute to the continuity of the informal financial sector. According to Ekpenyong and 
Nyong [23], there is a wide consensus in Nigeria that government policies are skewed in favour of 
the formal sector to the detriment of the informal sector. This asymmetry is to the good 
disadvantage of SMEs in Nigeria since they additionally dispose of the funds of the informal sector. 
Also, Steel, et al. [16] the liberalisation had little effect to undermine informal financial sector in 
Nigeria and other developing African countries. 
 
3.4 Debt Financing 
Debt financing can be obtained from two sources, formal and informal sources. Formal sources 
are usually viewed as institutional sources, whereas informal sources refer to family, friends, 
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directors, trade credit, and so on. Debt financing occurs when investors provide capital in the shape 
of loans for the managers/owners of a company to use to run the line. The firm, in return, pay 
interest rate for the use of the credit of the capital borrowed from the investors. Smaller firms, 
which require external finance, prefer to use debt funding from lending institutions as provenance, 
especially banks, are the most popular source of debt finance [24, 25]. Information asymmetries and 
moral hazard have a pronounced impact on banks and other finance providers, particularly at the 
start-up level. This is because of the lack of collateral and market presence; characterise most high-
tech start-ups. Bank wants the firm to have collateral, an asset that is utilised to guarantee the loan, 
but this requirement often is negotiable. If a firm is having difficulties meeting its obligations, it is 
normally more comfortable to negotiate new terms to bank financing than for issuing securities. 
This flexibility results from the ongoing relationship between the bank and the firm.  
 
3.5 Equity Financing 
Equity financing is one provenance of financing provision a firm may employ to finance its 
business operations [26]. Equity financing is received in return for a proportional portion of a firm's 
value. It’s the net worth of a firm; the value of the assets less the value of the financial obligations. 
The value of the equity of a concern is whatever remains after the company fulfils all of the claims 
of its creditors (residual claim). Equity capital can be furnished by the proprietor or by the directors 
of the firm, known as internal equity. Internal equity can also be supplied via profits made and 
retained by the business. As a matter of choice, third parties equity can be supplied, external equity.  
External equity is the means of raising capital through the sale of shares in a company. Equity 
financing essentially refers to the sale of an ownership interest to advance finances for business 
functions. Equity financing spans a broad range of activities in scale and scope, from a few finances 
raised by an entrepreneur from friends and family, to giant initial public offerings (IPOs) running to 
raise huge capital. While the condition is mostly associated with financings by public companies 
listed on the stock exchange, it includes financings by private companies likewise. Equity funding is 
apparent from debt funding that refers to the funds borrowed by a business.  
The huge bulk of SMEs in developing countries see their financial need through owner-
manager's personal savings [27]. Other works, nevertheless, testified that an internally generated 
profit has been the most often used sources of finance, especially for mature small firms [28-31].  
Due to the high cost of obtaining external finance, it was found that the majority of small innovative 
firms relies heavily on internal profits as the main source of investment capital; they were reluctant 
to rely on external funding because of risks associated with the onerous terms demanded by external 
lenders of money. Firm owners were generally not averse to external assistance per Se since, it was 
clearly a means of expanding their businesses at a faster rate. However, in practice it was generally 
believed, both in developed nation like Britain and the United States, that the burden of risk was 
heavily biased in favour of the firm owner, while returns to the lender, partly due to this unbalanced 
risk, were excessive. Although the majority of small businesses relies primarily on personal savings 
for start-up, most of them still need access to external finance, either equity or debt so as sustaining 
or developing. As businesses expand and enlarge they considerably cut back their dependency on 
personal savings and diversify their sources of external finance [28].   
 
3.6 Short-Term Financing 
Short-term financing is determined as a loan or credit facility with a maturity of a year or less.  
It as well defined as a credit arrangement extended to a mortgage banker to finance an inventory of 
loans that are resold to investors. Because of the difficulty in raising adequate finance for 
expansion, Bates and Hally [32] revealed that small firms are often driven to access short-term and 
medium-term sources of financing at high costs in condition of overdraft, trade credit, credit cards, 
leases and bank loans. While small firms are found to be moving from depending on short-term 
towards long-term finance; they are still greatly relied upon short-term bank loans and overdrafts to 
finance their business activities and operation [24, 33].  
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A survey of debt pattern in developed countries as reported by OECD [34] scorecard indicator, 
found that small and entrepreneurial firms in the UK depend too greatly on overdrafts as a choice 
source of financing. Three-quarters of the debt of small British firms were either overdrafts or other 
sorts of short-term loans, and overdrafts alone accounted for 58 percent of total debt compared with 
35 per cent in Italy and just 14 per cent in Germany. Dimson [35] in his research on the sources of 
finance required by the smaller companies pointed out that small firms have a significantly higher 
proportion of current assets within total assets compared to large firms. His observation showed that 
small firms rely heavily on current liabilities, mainly trade credit. Trade credit was found to be the 
next major source of debt finance after overdrafts [24]. In defiance, business financing in Chile, 
France, Korea, Russia, Serbia, Slovenia and Switzerland has been advancing. While Turkey within 
a context of 2010-2011, due to the overall expansion of business lending at different rates, 
experienced continued growth in SME [34].   
 
3.7 Long-Term Financing 
Long-term financing is a form of financing that is provided for a period of more than a year 
[26]. It is a financial obligation lasting over one year. It would include any financing or leasing 
obligations that are due to come in a greater than a 12-month period. Long-term financing services 
are provided to those business entities that face a shortage of capital. Long-term financing is 
generally for assets and projects and short-term financing is typically for continuing operation. It is 
distinct from short-term finance that is generally accustomed to offer cash that has to be paid back 
in twelve months.  Likewise, the length of time may be shorter than twelve months. Long-term 
financing includes a 30-year mortgage or a 10-year treasury note, like when an organisation issues 
stock put up capital for a new investment. Equity is a one mean of long-term financing.  
Broadbent and Cullen [36] observed that sources of long-term financing include shares, 
debentures, public deposits, and retained earnings, term loans from banks and loans from financial 
institutions. Shares are authorised to the general public. The shareholders are the business owners. 
These may be of two types Equity and Preference. Debentures are also issued to the general public. 
The holders of debentures are the creditors of the company. Public deposits come about since the 
general public also like to deposit their savings with a popular and well-established company which 
can pay interest periodically and pay back the deposit when due. Retained earnings since have 
arisen the company may not distribute its profits' whole among its shareholders. It may retain a part 
of the profits and utilise it as capital. Term loans from banks are a consequence of many industrial 
development banks, cooperative banks and commercial banks granting medium-term loans for a 
period of three to five years. Finally, loans from financial institutions result from the many 
specialised financial institutions established by the central and state Governments which give long-
term loans at a reasonable rate of interest. 
 
4. SME FINANCING SITUATION IN NIGERIA  
Financing of SME’s in Nigeria has been a prickly topic. Capital is essential to the success of a 
business enterprise as it forms the foundation of the business. Nwachukwu [37] submits that SMEs 
performance in Nigeria have not yielded the expected results and desired impact on the 
development growth and this may not be unconnected to the financing challenges. Claessens [38] 
affirms that one of the issues linked to accessing financing acknowledge to the questioning, whether 
financial services are available and in what quantity. The phenomenon of SME financing difficulty 
exists in many countries in the world, even in the developed countries with the relatively sound 
financial system, but this phenomenon in Nigeria is particularly prominent. 
The Table 1 below shows that SMEs in Nigeria, firms always relies on retained earnings. While 
according to Idowu [39] SMEs rely on overdraft to finance long- term investments, and these have 
to be fully collateralised. Ogbuabor, et al. [40] examined the historical trend in the development of 
SMEs in Nigeria and observed that various opportunities that can contribute to competitive 
advantages are now only reserved for Nigerian companies. The survey underscored the demand for 
access to funding for development of the capital base of SMEs, and indicated that the Act would 
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offer a turning point in the recognition of all the policy trusts formulated for growing SMEs in 
Nigeria in the hereafter. Despite their performance dominant numbers and importance in job 
creation, SME has always faced difficulty in obtaining formal credit or equity from financial 
markets. 
According to ECA [41]  even access to this overdraft and short-term loans are extremely 
restricted. In the study carried out in Nigeria by the [42], roughly 70 per cent of respondents 
utilising commercial banks overdraft facilities with lower interest rates were needed to pledge 
collateral in the cost of land (48 per cent), Building (31 per cent), fixed asset, such as machinery (35 
per cent) and other assets (8 per cent).  It is to be taken down that table above does not include long-
term financing. For long-term financing of an entrepreneur, supplier credit is not an option, so firms 
tend to rely on own funds over 90 per cent of the time. 
Empirical studies such as Wiklund and Shepherd [43]; Zou and Chen [44] identify that SMEs 
need financial capital to obtain physical resources in order to take advantage of business 
opportunities. Sanusi [45] showed that SMEs accessibility to formal financing in Nigeria is very 
limited. To build and sustain an SME, the entrepreneur requires to accessing varying forms of 
resources, like human capital; physical capital; and financial capital, each playing same significant, 
but different purposes during the life cycle of a new SME [46]. 
 
Table 1: Sources of Financing: International Comparison 
Percentage of short-term financing 
from :(%) 
Nigeria 
2008 
% 
Brazil 
2003 
% 
China 
2003 
% 
India 
2005 
% 
Indonesia 
2003 
% 
Kenya 
2007 
% 
S. Africa 
2003 
% 
Internal funds/ retained earnings 70 44 13 47 38 73 66 
Borrowed from banks and other 
financial Institutions 
1 30 27 32 16 7 17 
Purchases on credit from suppliers 
and advances from customers 
25 15 2 9 4 17 12 
Borrowed from family, friends and 
other informal sources 
4 5 8 9 20 3 1 
Issued new equity/debt - 4 12 2 2 - 1 
Source: Isern, et al. [47]. 
 
In this regard, the findings showed that the SMEs sector in Nigeria is still weak, starved of 
funds (Chukwuemeka, 2006;  Fadahunsi,  1997;  Kadiri,  2012;  Mahmoud,  2005;  Sule,  1986) and 
its level of funding (LOF) is one of the lowest in the world (CBN,  2006;  MAN,  2011). Some 
authors have studied SMEs difficulties in accessing finance (demand side characteristics) while 
others have presented the main issues in bank lending practices (supply side characteristics). 
Understanding why SMEs face a financing gap, commonly defined as the difference between the 
volume of funds at their disposal and the volume of funds they require, implies distinguishing the 
various limitations which describe both sides. The supply side impediment is noticeable when the 
terms and conditions are not suitable for SMEs; the apt sources of finance are not accessible. The 
demand side constraints exist if entrepreneurs do not make use of existing financing opportunities, 
because of a shortage of good projects, lack of financing literacy, lack of persuasive business plans 
or lack of collateral presentation [48].  
 
5. SOURCES  OF FINANCING CHALLENGES  
The occurrence of SME financing snag is brought along for numerous reasons, for instance, 
corporate itself issues, banks points of restriction, and credit establishments. This work centres its 
financing sources specifically financing strategy to break down financing challenges of SME. 
Because of the Nigeria financial institutions’ framework, to prepare for monetary hazards, 
commercial banks changed their lending improvement procedure to favour large businesses. These 
developments created SMEs found with a smaller size in number or organisation to experience 
issues in getting funding facilities. Furthermore, it’s nevertheless a huge challenge for SME getting 
bank advances regarding bank credits structural, viability and maintainable quality. On the supply 
side collateral guarantee is the main standards for loan approval, additionally, bank credit keeps on 
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inclines towards substantial venture or SME firm that run well, also, long-time credits are 
amazingly low. This lopsided structure has obstructed the maintainability of SMEs with most likely, 
subsequently; prompt inept loaning, paucity of credit overseeing and assessment of SMEs 
framework. Small and medium-sized credit establishments are not many, as far as the current state 
of affairs of financial establishments in relation to SMEs, and face numerous issues and challenges 
in its further advancement, hence are unable to content the SMEs. The weak credit financing and 
non-subjective or mortgage asset resources, considered by banks makes it more significantly 
challenging in raising financing provision. Likewise, the no third-party undertakings with ample 
credit rating assessment to provide guarantees, making it reliable for funds obtainable from banks. 
The distance between the entrepreneur and the bank also determines the transaction costs. 
Geographic proximity between a bank and borrower facilitate frequent face-to-face communication 
and, subsequently, increases a strong bank relationship. SMEs located in rural areas of Nigeria, lag 
behind their urban areas, due to the high risk associated SMEs, there is a persistent lack of bank 
loans for rural entrepreneurs. Hence, financing institutions still have incredible breaking points for 
SMEs in fund raising. To circumvent these problems, the missing middle brings innovation in 
financing provision sources for SMEs in terms of crowdsourcing for funds. 
 
6. CONCLUSION 
The important drive of sustained Nigeria's developing economy is SMEs. In financing sources, 
SMEs can adopt the various method. It is imperative for an SME firm to be innovative in choosing 
right and suitable financing sources to combat the organisational financial challenges. This work 
majorly analyses the financial innovation and the movements of fiscal challenges from its sources, 
determine that fewer bank loans issue, geographical issues, and that absence of uniformity in public 
funds has hampered the profitable funding of SMEs. Likewise, the study looked at various means of 
financing SMEs and observed that there is still low of external financing provision for an SME firm 
in Nigeria. 
The survey proposed that one of the innovative ways for SME firms becoming increasingly 
significant and invaluable in advancing economic growth in Nigeria is to improve financing 
provision via refinement of the financing sources. Nevertheless, in that respect is the need for 
government to provide a conducive environment that will enhance different financing sources. This 
review is one of a few studies that approached this matter. This study will add to the existing 
literature in the academic field of entrepreneurial finance and at the same time offers a springboard 
that will provide an impulsion for empirical inquiry in this area. It will help the policy maker in 
making SMEs becoming increasingly significant and unique in advancing economic development in 
Nigeria. 
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